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THE GOLD RESERVE; ITS FUNCTION AND ITS 

MAINTENANCE. 



THE question as to the part played by the government's 
gold reserve in maintaining the value of the legal-tender 
notes is by no means a simple one. That a number of factors 
besides this reserve must also be taken into account, becomes 
apparent to any one giving the subject more than a superficial 
consideration. To accord to each factor its relative importance 
is diificult, as is always the case when one attempts to express 
numerically the causal influence of several things, each of 
which is indispensable to a result. It may be shown, however, 
that the views most widely prevalent in political, business, and 
even some economic circles, regarding the above-mentioned 
question, are not accurate. Yet the paradox must not be 
overlooked that widely accepted views on the financial situa- 
tion, even those that are wrong, exert an influence towards 
proving their own correctness. This is due to the importance 
of public confidence in a regime of extended credit operations. 
There exists in no country a financial system so good that it 
can stand unshaken in a period of general fear and distrust on 
the part of the business world. 

It may be replied to this that it is a part of the goodness of 
financial measures to inspire confidence. This is in general 
true ; but there may be an occasion where an unusual and com- 
plex problem is presented, requiring for its correct solution 
fine distinctions and close reasoning outside of the realm of 
the business man's practical experience. In such a case he 
has reason to expect from special students of the subject a 
candid and correct statement of the theory involved. But in 
the present instance he finds, on the one hand, the advocates 
of fiat money, whose notions bear such evidence of exaggera- 
tion that they fail to secure his assent ; on the other hand. 
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those who in their dread of the dangers of "political money" 
and their distrust of the popular judgment on the subject, give 
out exoteric doctrines which are simple only by virtue of evad- 
ing the difficulties involved. If false notions, thus fostered, 
weaken the public confidence, this fact does not prove the 
inherent badness of the financial situation. 

The idea most widely held as to the influence of the govern- 
ment gold reserve on the value of the legal-tender notes now 
redeemed in gold on demand, is that the reserve supports the 
value of the notes, — that without the reserve the notes would 
" certainly depreciate." Not that it is believed that the cer- 
tificates calling for silver would sink to the bullion value of 
the silver, and the greenbacks sink to nothing. There is some 
uncertainty here ; but probably the reply of the editor of a 
prominent city paper, that the depreciation would be " at least 
ten per cent," is fairly representative. Unless, however, one 
has some principle in mind whereby the value of the money is 
determined when no provisions are made for its redemption on 
demand, one might as well say " one hundred per cent " as 
"ten per cent"; and if one has in mind such a principle, 
permanent depreciation cannot be expected without assuming 
either that there is less business to be done, or that a sudden 
improvement in the methods of exchange has been made. 
Belief in depreciation would then be based on quite other 
grounds than the disappearance of the gold reserve ; and 
further, the assumptions thus made may be the very reverse 
of the facts. 

As opposed to the prevalent view the following propositions 
are advanced : 

I . To hold that the gold reserve is the cause which operates 
to keep the notes on a par with gold, is exactly to reverse the 
causal order : in fact, a gold reserve can be maintained only 
so long as there are other adequate reasons operating to keep 
the notes in circulation at par with gold. 

This is not mere word-quibbling. If the notes exist in 
quantities so limited that on a par with gold they are insuffi- 
cient to do the entire money work, they cannot crowd gold out 
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of circulation, but must be supplemented by it. So long as 
there is general confidence that this condition will continue, 
there being no reason to prefer gold to paper, a gold reserve 
may be easily maintained. But even though the notes have 
not nearly reached the point of actual excess, the slightest 
fear on the part of the public might cause a drain of the gold 
reserve. Depreciation would not, however, result so long as 
the amount of gold money in the country were considerable. 
The "gold reserve of the country," as it has been called,^ 
being thus the indispensable condition to the maintenance of 
the parity of the notes, is of far greater importance than the 
"gold reserve of the treasury," which is merely a resulting 
possibility. 

The usual order of thought is : {a) The government accu- 
mulates a gold reserve ; (b) the gold reserve inspires confidence ; 
and (c) as a result the notes circulate at par. This is the view 
generally taken of the way in which the resumption of specie 
payments was brought about in 1879, and its crudities are justly 
open to criticism.2 Without favorable circumstances in our for- 
eign trade relations, and a large reduction in the per capita circu- 
lation. Congress might have passed resolutions and accumulated 
a golden treasure in vain. Rather the order of thought should 
be : (i) The notes exist in quantities so limited that they are 
insufficient for the money needs, and thus circulate side by 
side with gold ; (2) the public has confidence that such parity 
is to continue ; (3) it is therefore possible for the government 
to retain a gold reserve. By a not uncommon fallacy the 
third condition comes to be looked upon as the cause of the 
first. 

2. It is misleading to consider the gold reserve as a banking 
reserve to secure the redemption of notes, or to view the gov- 
ernment, when it is issuing notes, as in the banking business. 

There are, doubtless, some good reasons for taking this 
view; but there are weighty considerations against it. The 

' Yale Review, February, 1895. 

2 See, e.g., the criticism by W. C. Ford, reviewing a work on American financial 
history. Political Science Quarterly, I, 310. 
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most dangerous comparisons are those where along with obvi- 
ous likenesses go important differences ; and such a case is 
here presented. A government issuing legal-tender notes is in 
a position very different from that of a bank. The disappear- 
ance of the reserves of a bank necessitates the closing up of 
its affairs and the withdrawal of its notes from circulation, 
with greater or less loss to the holders of them ; but the 
gold reserve of the treasury could be abolished without indicat- 
ing the bankruptcy of the government, and, as will later be 
shown more conclusively, without necessary depreciation of 
the notes. The great differences in legal status between the 
two classes of issuers involve important differences in the 
monetary character of the two classes of note issues. 

3. The difference between the circumstances of the pres- 
ent time and those of the three years preceding the repeal of 
the Sherman Act in November, 1893, as they affect the 
exports of gold, is not clearly enough discerned by the general 
public. 

Before the date mentioned the steady additions to the circu- 
lating medium, in the form of treasury notes, amounting to 
;g 1 5 5,000,000 in three years, were an adequate cause for the 
expulsion of a large amount of gold. In fact, the effective 
stock of gold money on June 30, 1893, was about a hundred 
millions less than three years before.^ The continuation of 
this process would eventually, of course, have driven gold out 
of circulation. During this period of uneasiness the diminu- 
tion of the gold reserve was closely watched, and thereby the 
habit was firmly fixed of considering it as the index, marking 
the steady disappearance of gold. The precious metal was 
leaving the country to remain away so long as its place was 
taken by other forms of money. Yet, even under these circum- 
stances, the fear of the business public that the forms of money 
other than gold would soon depreciate was not well founded. 
It would have required a number of years for the gold to be 
driven out ; and thereafter the continued coinage of silver in 
the same quantities as before would have been accompanied 

1 Report of the Secretary of the Treasury, 1894, p. 12. 
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by a very gradual — not, as seems to have been generally 
assumed, a sudden — depreciation of the dollar. This error was 
clearly pointed out in 1884 by conservative authorities, when the 
Bland Act was in operation, and the same monetary principle 
was applicable. 1 After the repeal of the laws mentioned, the 
fear that legal-tender notes and silver dollars would depreciate 
lacked even this remote basis of reason, for the place of the 
exported gold was not being supplied and no source of infla- 
tion remained open. Every exportation of gold taken from 
the circulation and not from the current output of the Ameri- 
can mines, tended, therefore, to raise the value of the money 
remaining — legal-tender notes as well as coin. Though there 
were but sixty-four million dollars of gold in the treasury, July 
I, 1894, exclusive of that represented by gold certificates out- 
standing, there were 199.6 millions in the national banks, 
and 362.7 millions held by other banks and individuals.^ The 
gold which must disappear from circulation before the legal- 
tender notes would depreciate was represented not by the first- 
named amount, but by something near the total of the three 
amounts. The shipment of even a comparatively small por- 
tion of this must, by lowering prices, have set in operation forces 
to change the balance of our foreign trade, and eventually to 
check the gold exports. The situation afforded a nearly perfect 
example of the currency principle at work, the paper money re- 
maining almost unchanged in amount, and the entire volume of 
money acting as if constituted uniformly like that part which 
had the highest value in international trade. If, under such 
circumstances, shipments of gold are large and long-continued, 
business stringency may be caused by lowered prices and a 
tight money-market ; but there is nothing in the situation to 
cause legal-tender notes to be less valuable than gold coin. 

' E.g., Prof. S. M. Macvane, in a communication to The Nation, March 13, 
18S4, "The Prospect of a Premium on Gold." 

"^ Report of the Secretary of the Treasury, 1894, p. 176. 
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II. 

The foregoing statement of certain principles bearing upon 
the present monetary problem differs from the views most 
widely entertained, and from those implied in the utterances 
and actions of the administration. Yet it is not presented as 
anything new in monetary science, but, on the contrary, merely 
as the application to a concrete problem of long-accepted and 
authoritative monetary theories. In the light of these propo- 
sitions let us consider further the existing problem, taking up 
in order the questions : i . What reason is there for maintaining 
a gold reserve .' 2. Why has it been difficult to maintain } 
3. What will make its maintenance possible and easy.' 

I . Why should the government maintain a gold reserve f — 
We have seen that the gold reserve is not to be looked upon 
as the efficient cause of the phenomenon that all kinds of 
money remain at par with gold. That cause is the strict limi- 
tation of the circulating medium. It may even be truthfully 
asserted that if the gold reserve were done away with entirely 
there would not necessarily result any permanent depreciation 
of any of the circulating money. The depreciation, if it 
occurred, would, other things remaining the same, be only 
temporary and slight. Not only is this the conclusion reached 
by deductive reasoning from monetary principles, but there are 
historical instances in the United States, Russia, Austria, 
France, and elsewhere which indicate its truth. No newly 
invented financial expedient is required to enable a strictly 
limited amount of token currency to continue in fact to be 
exchangeable in the markets for full-weight coin, though no 
special gold reserve exists to ensure its formal convertibility. 

Should a slight depreciation take place, however, following a 
change in business needs or methods, equivalent to an inflation 
of the currency, it would be necessary merely to reduce 
the amount of money outstanding. This could be done by 
exchanging for the notes interest-bearing bonds which would 
not circulate as money. I do not mean to endorse the sound- 
ness of the principle of the convertible-bond method, which 
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would provide for the exchange of the notes for interest- 
bearing bonds on demand. This plan, which from time to time 
finds new advocates, makes the contraction of the volume of 
the notes depend upon the ruling rate of interest. It is, there- 
fore, not a means of keeping at par an amount of notes per- 
manently outstanding, but rather a means for automatically 
retiring them, whenever, at the rate of interest fixed by law, the 
bonds become a good investment. As a regulator of value its 
action must be a disappointment to those who advocate it. 

The conditions which must coexist in order that the gold 
reserve may be maintained, will, even without the gold reserve, 
suffice to maintain the value of the money in circulation, except 
in the barely possible case below noted. The function of the 
reserve, therefore, is seen to be far less vital than it is gener- 
ally supposed to be. That function would seem to be to insure 
against the shock to business that would result from a small 
and temporary premium on gold, which might possibly exist 
during a period of gold exportation. The disturbance might 
be considerable, but it would be slight indeed compared with 
the effects usually pictured.^ The expense of keeping a gold 
reserve in ordinary times may be measured by the annual 
interest on a hundred millions, which is a small sum to pay as 
insurance against the danger of even the slightest disturbance 
of the great volume of business transactions. But it should be 
clearly seen that the importance of the gold reserve is not that 
it prevents the dollar from falling fifty per cent, or even ten 
per cent, but that it insures the public against a temporary 
depreciation of the very slightest degree. When a mistaken 
view on this subject prevails, the reserve becomes a misleading 
sign, a false fetich, to the business world. 

2. WJiy has it been so difficult to maintain a gold reserve? — 
Whatever we may say as to the impossibility of a premium on 
gold under present circumstances, the fact remains that the 

' In harmony with the above statement see editorial comment, Yale Review, 
May, 1892, discussing such a case : " For a moment, perhaps, the gold dollar 
would be at a premium. ... An export [of gold] would cause a quick contraction 
of the currency." 
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gold reserve has of late been constantly drawn upon. It was 
not formerly usual to withdraw the gold from the treasury when 
any was needed for shipment, only twenty-eight millions, we 
are informed,^ having been thus withdrawn in over eleven years 
preceding July 14, 1890 ; whereas thereafter, "within less than 
five and a half years there was withdrawn nearly 375 millions." 
This was due primarily to the uncertainty of the public as to 
the monetary principles involved. When it has come to believe, 
and is encouraged to believe, that the declining gold reserve 
is the "barometer" indicating the approach of the deprecia- 
tion of the legal-tender notes, it begins to retain its gold in 
preference to paper, and to obtain from the government reserve 
the gold for shipment. In this policy there may be only the 
vaguest hope of a profit, but it costs nothing to take that chance. 
The much-discussed deficiency of the revenues may be 
shown to have contributed in more than one way to the 
difficulty in question. In the first place, public confidence is 
greatly enhanced by the spectacle of accumulating revenues, 
and is correspondingly depressed by growing deficiencies ; 
without analyzing accurately the difficulty, the public antici- 
pates in the latter case the exhaustion of the gold reserve. 
In the next place is to be considered the fact that, owing to 
the deficiency of revenues, the current needs of the govern- 
ment would have necessitated the borrowing of an amount 
about equal to that secured, at least by the earlier loans, to 
save the gold reserve. By the method pursued the redeemed 
notes were at once paid out for current expenses. Thus the 
borrowing led to no contraction of the currency tending to 
affect the foreign shipments. If, however, current receipts had 
been equal to expenditures, the receipts from the loans made to 
save the gold reserve would necessarily have been retained in 
the treasury, and every dollar of gold withdrawn for foreign 
shipments would have contracted the volume of the currency 
to that extent. There would thus have been at this time accu- 
mulated in the treasury not only the hundred million dollars 
of gold, but also legal-tender notes to the amount of 262 

1 The President's Annual Message, 1895. 
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millions.^ And finally, in another way, probably unforeseen, 
the method adopted of using redeemed legal-tender notes to 
supply the deficiency enhanced the difficulties of keeping a 
gold reserve. As soon as it became evident that the govern- 
ment, with a steady deficiency, intended to meet it in this 
indirect way, all would-be lenders were compelled to get pos- 
session of gold coin. The government was thus discriminat- 
ing, in an important portion of its own transactions, against 
the very kind of money whose value these transactions were 
designed to maintain. Then, indeed, was set in motion the 
" endless chain." 

3. What will make the maintenance of the gold reserve 
possible and easy ? — Granted the validity of the foregoing 
reasoning, it appears that it would be impossible for the 
secretary of the treasury, even if he so desired, to cause 
more than a slight and temporary depreciation of the legal- 
tender notes or silver, at least under existing legislation and 
without opening some source of inflation. The conditions are 
favorable to the continued parity of all forms of money ; but 
if the gold reserve is to be maintained, belief in that fact must 
exist in the business world. On the part of the agents of the 
government the exhibition of a confidence that circumstances 
are favorable, rather than dramatic asseverations of a purpose 
to save the country from impending ruin, is the conduct best 
suited to allay popular apprehension. Above all, the govern- 
ment should not in its own transactions discriminate against 
that form of money which it is seeking to get the public to 
accept as freely as gold. If its action be not absolutely 
impartial, the preference should be given to the forms of 

' Or if all the legal-tender notes were in circulation, the gold reserve would be 
362 millions. Unless a deficiency existed, every gold dollar borrowed would effect 
necessarily one of two things : either an increase of the gold reserve, or a retire- 
ment of legal-tender paper to that amount. This reasoning is not affected by the 
act of May 31, 1878, which provides that the notes "shall not be retired, cancelled 
or destroyed, but they shall be reissued and paid out again and kept in circula- 
tion." The plain purpose of this law is to treat the notes as a permanent form of 
money, not to prescribe that they or any other kind of money shall not constitute 
part of the surplus kept in the treasury, when Congressional appropriations permit 
such a surplus to exist. 
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money other than gold; or else there is fostered the motive 
which it is sought to destroy. It is not difficult to devise 
measures of this opposite tendency, which, reversing the 
process of discrimination, would operate to accomplish a result 
now deemed so difficult of attainment. As illustrative of the 
principle in mind, the following methods are suggested : 

{a) Loans to meet current expenses. If the current receipts 
are not meeting expenditures, and the gold reserve sinks to the 
hundred-million mark, bonds should be issued with the avowed 
purpose of supplementing the deficiency of revenues, in pay- 
ment for which only legal-tender notes should be accepted. 

{b) Loans to protect the gold reserve. The secretary should 
be empowered to issue short-time bonds if the gold reserve 
sinks to the hundred-million mark ; but only legal-tender notes 
should be accepted in payment for them. 

{c) Exchange of gold for notes, and vice versa. Gold should 
at all times be paid out on demand in exchange for notes, as 
at present ; but the payment of notes to those offering gold at 
the treasury should cease some days before the closing of the 
bids for any new issue of bonds, except at a slight premium as 
compared with gold. Of course it is not expected that such a 
premium would ever be paid, as bidders would make the 
exchange in ample time. 

These measures should be pursued until they accomplish 
the desired result, — making legal-tender notes more sought 
after than gold before a loan is made. It may seem to some 
that it is absurd to attempt to replenish the gold reserve by 
refusing to accept gold in payment of loans. But this is only 
one of many instances where to grasp directly for an object is 
to lose it. It may be thought that to pursue this course " until 
it accomplishes the desired result," might involve the borrowing 
of all the outstanding legal-tender notes. This conceivable, but 
absurdly improbable, result would mean simply the retirement 
for the time being of the legal-tender notes, and an equal con- 
traction of the currency, which, by affecting prices, would 
induce the importation of gold. It may be predicted with 
assurance that long before the entire amount had been retired 
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the drain on the reserve would cease. The cost of this action 
would be merely the amount paid for interest on the bonds 
during the time of the retirement of the notes. 

The measures here suggested are by no means the only ones 
which would accomplish the end desired. There are no sub- 
stantial reasons why the public should, in the existing circum- 
stances, prefer one form of money to another, unless the 
government, by its discrimination, furnishes a motive. This 
it has been doing in the preference it has been giving to gold 
in the making of loans. In numerous ways other than those 
mentioned it is possible for the government to make the public 
incline to hold legal-tender notes rather than gold ; and such a 
use of its power would certainly be more justified by a rational 
purpose than the course of late pursued, since it would end, 
instead of fostering, such difficulties as now exist. 

I have not discussed the question whether the legal-tender 
notes ought to be permanently retired. The political pos- 
sibility of their retirement is at present small indeed, but 
the sentiment in favor of keeping them on a par with gold is 
exceedingly strong. The course of recent events has con- 
vinced many that the two objects, the continuance of the 
greenbacks and the maintenance of their parity, are incom- 
patible. This belief has gone beyond the circles of those 
favoring a gold standard, and is taking possession of the 
minds of the silver advocates, in whose minds it becomes 
another argument against the continuance of the present 
monetary system. The purpose of this paper has been to 
show that the two things are entirely consistent, and that the 
supposed difficulties are not inherent in the existing conditions, 
but are the results of mistaken ideas and actions. 

Frank Fetter. 

University of Indiana. 



